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Major Developments In Chapter 12 Bankruptcy 
-by Neil E. Harl,* Joseph A. Peiffer,** and Roger A. McEowen*** 
In the most far-reaching revision of bankruptcy law since 1978,1  Congress has passed 
and the President is expected to sign legislation making major changes in bankruptcy 
law.2 With respect to agriculture, the changes are principally in two areas – (1) amendments 
to the eligibility requirements for Chapter 12 filing and (2) modification of the income 
tax treatment of gains on property liquidated in connection with a Chapter 12 bankruptcy 
reorganization. A third major area of importance is that the homestead exemption is limited 
to $125,000 if the debtor purchased the residence less than three years and four months 
(defined as 1215 days) before filing.3 There are exceptions for- (1) the residence of a 
“family farmer” and (2) any amount rolled over from another residence acquired by the 
debtor before the 1215 day period provided the prior and current residences are located in 
the same state.4 
Eligibility requirements 
Perhaps the most significant features of the new legislation are that it makes Chapter 12 
bankruptcy permanent5 and extends the provisions of Chapter 12 to a “family fisherman”6 
although with different requirements imposed for eligibility. The definition of the term 
“family farmer” is changed to allow an individual or an individual and spouse engaged in 
a farming operation to have aggregate debts not to exceed $3,237,000 (up from $1,500,000 
under prior law)7 with not less than 50 percent of the aggregate, noncontingent, liquidated 
debts (excluding the debt from a principal residence) arising out of a farming operation 
(down from 80 percent under prior law).8 Moreover, the  requirement that more than 50 
percent of gross income must be received from a farming operation the taxable year 
preceding filing has been relaxed to allow the 50 percent test to be met, in the alternative, 
during the second and third tax years preceding filing.9 Thus, a Chapter 12 filer must have 
more than 50 percent of its gross income from farming in either the tax year prior to filing 
or in both the second and third tax years prior to filing the Chapter 12 petition.10 The 
dollar requirements are also to be adjusted for inflation at three year intervals.11 
The requirements imposed on a “family fisherman” remain the same as were imposed 
on “family farmers” before the 2005 amendments. That is, aggregate debts cannot exceed 
$1,500,000, not less than 80 percent of the aggregate noncontingent, liquidated debt must 
arise out of a commercial fishing operation and the 50 percent gross income test must be 
met during the taxable year preceding filing.12 
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The 2005 Act does not impose the 50 percent gross income 
test on otherwise eligible partnerships and corporations for 
family farmers.13 That was believed to have been an omission 
in the 1986 legislation enacting Chapter 1214 but it was not 
changed in the 2005 amendments.15 
Post-petition taxes 
The legislation contains a new provision of immense 
potential importance to Chapter 12 filers.16 That provision 
allows a Chapter 12 debtor to treat claims arising out of “claims 
owed to a governmental unit” as a result of “sale, transfer, 
exchange, or other disposition of any farm asset used in the 
debtor’s farming operation” to be treated as an unsecured claim 
that is not entitled to priority under Section 507(a) of the 
Bankruptcy Code, provided the debtor receives a discharge.17 
Note that nothing in the legislation specifies when the property 
can be disposed of to be eligible for unsecured claim status. 
Of course, the taxing agencies must receive at least as large an 
amount as they would have received had the claim been a pre-
petition unsecured claim. The key point is that, under prior 
law, taxes were a priority claim and had to be paid in full.18 
Even though the priority tax claims could be paid in full in 
deferred payments under prior law,19 in many instances the 
debtor did not have sufficient funds to allow payment of the 
priority taxclaims in full even in deferred payments. 
This amendment addresses a major problem faced by many 
family farmers filing under Chapter 12 where the sale of assets 
to make the operation economically viable triggered gain 
which, as a priority claim, had to be paid.20 
Operationally, if a Chapter 12 bankruptcy filer has liquidated 
assets used in the farming operation within the tax year of filing 
or liquidates assets used in the farming operation after Chapter 
12 filing as part of the Chapter 12 plan, and gain or depreciation 
recapture income or both are triggered, the plan should provide 
that there will be no payments to unsecured creditors until the 
amount of the tax owed to governmental bodies for the sale of 
assets used in the farming operation is ascertained. The tax 
claims21 are then added to the pre-petition unsecured claims to 
determine the percentage distribution to be made to the holders 
of pre-petition unsecured claims as well as the claims of the 
governmental units that are being treated as unsecured creditors 
not entitled to priority. With that approach, all claims that are 
deemed to be unsecured claims would be treated equitably. 
Arguably, if a debtor determined post-confirmation that, to 
insure financial and economic viability, assets used in the 
farming operation must be liquidated, the Chapter 12 plan could 
be modified to allow the sale of assets so long as the modified 
plan made provision to make payments to the taxing bodies in 
an amount that would equal or exceed what would have been 
received had it been a pre-petition unsecured claim. Upon entry 
of the Chapter 12 discharge, the claim of the governmental 
body for taxes on the sale of assets used in the farming business 
would also be discharged. If the debtor does not receive a 
Chapter 12 discharge, the taxing bodies are free to pursue the 
debtor as if no bankruptcy had been filed, assessing and collecting 
the tax and all penalties and interest allowed by law. 
The 2005 Act also specifies that a Chapter 12 plan may provide 
for less than full payment of all amounts owed for a claim entitled 
to priority under 11 U.S.C. § 507(a)(1)(B) (a higher priority 
classification for domestic support obligations assigned to 
governmental units) only if the plan provides that all of the 
debtor’s projected disposable income for a five-year period 
beginning on the date that the first payment is due under the plan 
will be applied to make payments under the plan.22 
The 2005 Act also adds a new provision requiring an individual 
Chapter 12 debtor to be current on post-petition domestic support 
obligations as a condition of confirmation of a plan.23 
Effective dates 
Except as otherwise provided, the amendments made by the 
Act are effective 180 days after enactment, the date of the 
President’s signature.24 However, the provision making Chapter 
12 bankruptcy a permanent part of the Bankruptcy Code is 
effective July 1, 2005.25 
The bill also specifies that, except as otherwise provided, the 
amendments do not apply to cases commenced under Title 11, 
United States Code (the bankruptcy provisions) before the 
effective date of the Act.26 The amendments made by Sections 
308, 322 and 330 apply with respect to cases commenced under 
Title 11 on or after the date of enactment of the Act.27 
The Chapter 12 tax provisions (Section 1003 of the Act) are 
effective upon enactment,28 as is the homestead exemption 
provision.29 
Conclusion 
The 2005 amendments make highly important changes to 
Chapter 12 bankruptcy. The changes involving the possible 
conversion of taxes on the sale of assets used in the farming 
operation to the status of pre-petition unsecured claims are 
particularly notable. 
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IRA. The debtors, husband and wife, each owned an IRA and 
listed the IRAs as exempt property, under Section 522(d)(10)(E) 
as a pension plan, on their joint Chapter 7 bankruptcy schedules. 
The U.S. Supreme Court held that the IRAs qualified as a “pension 
. . . or similar plan” under Section 522(d)(10)(E). The court noted 
that the early withdrawal penalties were sufficient discouragement 
to early withdrawals that the IRAs could be considered to be 
paid on account of age. Rousey v. Jacoway, 2005-1 U.S. Tax 
Cas. (CCH) ¶ 50258 (S. Ct. 2005). 
FEDERAL TAXATION 
AUTOMATIC STAY. The debtor had filed under Chapter 13 
and the trustee had filed a motion to dismiss. The Bankruptcy 
Court granted the motion but with the condition that the order 
would not be effective if the debtor filed an objection within 25 
days. The IRS was served notice of the order. The debtor did file 
an objection and the trustee’s motion was denied. The debtor’s 
objection and the court’s denial order were not served on the 
IRS. The IRS issued two notices to levy and offset an overpayment 
of previous taxes as part of collection efforts during the continuing 
Chapter 13 case. The debtor sought damages for the costs resulting 
from the IRS violation of the automatic stay. The IRS argued 
that the collection efforts were proper in that it reasonably 
believed that the Chapter 13 case had been dismissed. The court 
held that the IRS was not justified in relying on a conditional 
dismissal order and had the duty to inquire whether the order 
was made final or not. The court held that this failure constituted 
a willful violation of the automatic stay but did not award any 
damages. The court held that the debtor failed to prove any 
physical injury and attorney’s fees were not recoverable because 
the IRS did not take an unjustifiable position in defending the 
violation of the automatic stay. The court noted that damages 
were not authorized for misconduct outside of litigation. In re 
Baird, 319 B.R. 686 (Bankr. M.D. Ala. 2004). 
DISCHARGE. The debtor failed to file returns and pay the 
tax for 1991 and 1992. The IRS constructed substitute returns for 
both years and assessed tax deficiencies based on the substitute 
returns. The debtor filed for Chapter 7 and sought to have the 
taxes declared dischargeable because the substitute returns were 
created more than three years before the bankruptcy filing. The 
IRS argued that Section 523(a)(1) bars the discharge of the taxes 
because the debtor failed to file a return for either year.  Although 
the court acknowledged a substantial number of cases to the 
contrary, the court held that Section 523(a)(1) allows a substitute 
return to qualify as a return. The court focused on the plain 
language of the statute which does not require a return to be filed 
by the debtor, but merely states that a return be filed. In re 




THIRD PARTY BENEFICIARY. The plaintiff was a non­
profit agricultural cooperative which marketed identity-preserved 
